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TAGS:ETRD, GW, GATT, EC 

SUBJECT:GATT PANELS ON DISC AND RELATED TAX PRACTICES 

REF: BONN 1593 

1 . CONCUR WITH EMBASSY'S JUDGMENT IN PARA 2 THAT NOTHING 
SHOULD BE DONE AT THIS POINT TO ENCOURAGE FURTHER BI- 
LATERAL DISCUSSION OF DISC. 

2. AS REQUESTED IN REFTEL, THE FOLLOWING IS A BRIEF 
STATEMENT OF U.S. POSITION ON DISC LEGISLATION: 

A. USG AT PRESENT SUPPORTS THE RETENTION OF THE DISC 
PROVISIONS. 

B. THE DISC LEGISLATION WAS INSTITUTED FOR REASONS APART 
FROM ITS EFFECT ON THE U.S. TRADE BALANCE. THE DISC 
LEGISLATION WAS DESIGNED TO REMOVE AN EXISTING DISTORTION 
IN INTERNATIONAL TRADE AND INVESTMENT WHICH RESULTED 
FROM THE INCOME TAX STRUCTURES OF THE UNITED STATES AND 
OTHER COUNTRIES. THIS DISTORTION DISADVANTAGED U.S. EX- 
PORTING FIRMS. THIS DISTORTION OCCURRED BECAUSE SALES 
INCOME ON EXPORTS OF U.S. BASED MANUFACTURERS, EXPORTING 

THROUGH A FOREIGN SALES SUBSIDIARY, IS SUBJECT TO U.S. TAX 
BY REASON OF THE ANTI-TAX HAVEN PROVISIONS OF U.S. LAW 
(SUBPART F OF THE INTERNAL REVENUE CODE). THIS CONTRASTS 
WITH THE LAW OF MOST OTHER COUNTRIES WHICH PROVIDE FOR 
AN EXEMPTION FROM TAX FOR THE INCOME OF FOREIGN SUBSID- 
IARIES OF LOCAL PARENTS. IN SOME CASES ALL FOREIGN 
SOURCE INCOME IS EXEMPT FROM TAX. IF THE SALES ELEMENT 
OF THE PROFIT ON EXPORTS CAN BE ALLOCATED ABROAD (IN 
MOST CASES IT CAN) THEN THE SALES ELEMENT IS EFFECTIVELY 
EXEMPT FROM TAX. A PRIMARY PURPOSE OF THE DISC LEGIS- 
LATION WAS TO REMOVE THIS DISTORTION BY PROVIDING TAX 
DEFERRAL FOR A PORTION OF THE EXPORT SALES INCOME OF U.S. 
BASED MANUFACTURING FIRMS. THUS THE EFFECT OF THE DISC 
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IS TO NEUTRALIZE TAXATION AS A CONSIDERATION FOR U.S. 

FIRMS IN DECIDING WHETHER TO LOCATE MANUFACTURING FACILI- 
TIES AT HOME OR ABROAD. 

C. IN ADDITION THE DISC PROVISIONS HAVE REMOVED THE 
COMPETITIVE DISADVANTAGE PREVIOUSLY EXPERIENCED BY U.S. 
EXPORTERS BY BRINGING U.S. TAX PRACTICES MORE IN LINE 
WITH THOSE OF OTHER COUNTRIES, WHICH FOLLOW THE TERRI- 
TORIALITY PRINCIPLE OF TAXATION AND DO NOT TAX CURRENTLY 
FOREIGN SOURCE INCOME ARISING FROM EXPORT SALES. PRIOR 
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T &-THE-DI5E-B . S . TAX PRACTICES PLACED U.S. EXPORT 
TO THE DISC, U.S. TAX PRACTICES PLACED U.S. EXPORTERS AT 
A COMPETITIVE DISADVANTAGE VIS-A-VIS MOST OF THEIR MAJOR 
FOREIGN COMPETITORS. AS NOTED ABOVE, UNDER U.S. TAX 
LAW THE COMPANY EXPORTING FROM THE U.S. THROUGH A FOREIGN 
BRANCH IS FULLY AND CURRENTLY SUBJECT TO U.S. INCOME 
TAXATION. MOREOVER A U.S. COMPANY EXPORTING THROUGH A 
FOREIGN SALES SUBSIDIARY LOCATED IN A LOW-TAX COUNTRY IS 
SUBJECT TO CURRENT U.S. TAXATION. ON THE OTHER HAND, 

MANY OTHER COUNTRIES DO NOT TAX CURRENTLY THE EXPORT 
SALES INCOME OF FOREIGN BRANCHES OR CORPORATIONS OF EX- 
PORTING FIRMS. IN SOME COUNTRIES THE EXPORT SALES INCOME 
OF FOREIGN SUBSIDIARIES IS PARTIALLY OR WHOLLY EXEMPTED 
FROM TAXATION. THE DISC PROVISIONS ARE DESIGNED TO 
ELIMINATE THIS COMPETITIVE DISADVANTAGE OF U.S. EXPORTING 
FIRMS. 

3. WHEN TRADE ACCOUNTS ARE STATED CONSISTENT WITH 
EUROPEAN PRACTICE ON CIF AND FOB VALUATION AND ALLOWANCE 
IS MADE FOR AID AND MILITARY SHIPMENTS, THE U.S. 1975 

TRADE SURPLUS IS MUCH SMALLER THAN PUBLISHED FIGURES 
WOULD INDICATE. IN ANY EVENT, MUCH OF THE 1975 TRADE 
SURPLUS IS ATTRIBUTABLE TO WORLD-WIDE TRADE EXPANSION 
AND VARYING INFLATIONARY MOVEMENTS. 

4. RE PARA ID, GATT PANELS WILL REVIEW EC COMPLAINTS 
AGAINST DISC AND FIRST MEETING OF PANELS IS TENTATIVELY 
SCHEDULED FOR WEEK OF MARCH 15. PROCEDURES ARE TO BE 
ESTABLISHED BY PANELS AND USG FAVORS FULL AIRING OF 
ISSUES INVOLVED. INGERSOLL 
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